REPORT OF THE AUDITOR-GENERAL TO THE LIMPOPO PROVINCIAL LEGISLATURE AND 

THE COUNCIL ON MAKHADO LOCAL MUNICIPALITY 

REPORT ON THE FINANCIAL STATEMENTS 

Introduction 

1 . I was engaged to audit the financial statements of the Makhado Local Municipality, which 
comprise the statement of financial position as at 30 June 201 2, the statement of financial 
performance, statement of changes in net assets and cash flows for the year then ended, a 
summary of significant accounting policies and other explanatory information, as set out on 
pages XX to XX. 

Accounting officer’s responsibility for the financial statements 

2. The accounting officer is responsible for the preparation and fair presentation of these financial 
statements in accordance with South African Standards of Generally Recognised Accounting 
Practice (SA Standards of GRAP) and the requirements of the Municipal Finance 
Management Act of South Africa, 2003 (Act No. 56 of 2003) (MFMA) and the Division of 
Revenue Act, 201 1 (Act No. 6 of 2011) (DoRA) and for such internal control as the accounting 
officer determines is necessary to enable the preparation of the financial statements that are 
free from material misstatement, whether due to fraud or error. 

Auditor-General’s responsibility 

3. My responsibility is to express an opinion on the financial statements based on conducting the 
audit in accordance with the Public Audit Act of South Africa, 2004 (Act No. 25 of 2004) (PAA), 
the General Notice issued in terms thereof and International Standards on Auditing. Because 
of the matters described in the basis for disclaimer of opinion paragraphs, however, I was 
unable to obtain sufficient appropriate audit evidence to provide a basis for an audit opinion 

Disclaimer of opinion 

Receivables from exchange transactions 

4. The municipality did not assess receivables, individually or by category, for impairment as 
required by International Auditing Standard, IAS 39, Financial Instruments - Recognition and 
Measurement. Impairment was based on the number of days. The municipality’s accounting 
system did not allow the performance of alternative audit procedures to practicably determine 
the extent of the misstatement in receivables and impairment expense. Consequently, I was 
unable to satisfy myself as to the valuation and allocation of the provision for doubtful debt 
balance of R1 43 368 135 (2011: R1 28 898 286) disclosed in note 4 to the financial 
statements. 

Other receivables from non-exchange transactions 

5. Included in other receivables in note 5 to the financial statements is an amount of R52 775 742 
(201 1 : R67 256 185) owed by the district municipality pertaining to water related transactions. 
In accordance to the service level agreement water transactions relating to operational costs 
should be transferred to the district municipality. Other receivables and expenditure is 
overstated by R52 775 742 and accumulated surplus overstated by R67 256 185. 

Cash and cash equivalents 

6. Included in the bank overdraft balance of R6 218 099 are outstanding deposits to the amount 
of R8 533 643. The municipality could not provide sufficient appropriate audit evidence to 
support the outstanding deposit transactions. The municipality’s system did not allow the 
performance of alternative procedures. Consequently, I did not obtain sufficient appropriate 
evidence to satisfy myself as to the existence, valuation and allocation of and rights pertaining 
to the bank overdraft balance disclosed in note 7 to the financial statements. 
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Property, plant and equipment 

7. With reference to my previous year’s report dated 30 November 201 1 , the comparative figures 
for property, plant and equipment were not corrected and the matters were not resolved in the 
year under review. Consequently, I could not satisfy myself as to the completeness, existence, 
valuation and allocation and rights of property, plant and equipment of R1 604 607 856 as 
disclosed in note 9 to the financial statements. 

8. The municipality did not depreciate items of property, plant and equipment on a systematic 
basis over it useful life in accordance with Standard of Generally Recognised Accounting 
Practice, GRAP 17, Property, plant and equipment. As a result, I have identified differences in 
the depreciation expense per my calculation the depreciation expense calculated by the 
municipality. I have not determined the correct net carrying amount of property, plant and 
equipment and the corresponding depreciation expense as it was impractical to do so. 

9. I was unable to trace items of movable assets and land to the general ledger to verify the 
completeness of land and moveable assets included in note 9 to the financial statements. 
Consequently, I did not obtain sufficient appropriate audit evidence to satisfy myself over the 
completeness of movable assets and land stated at R312 163 987 and R26 664 305 
respectively. 

1 0. A significant number of items included in property, plant and equipment of R26 664 305 in the 
financial statements could not be physically verified. Consequently, I was unable to determine 
whether any adjustment relating to property, plant and equipment in the financial statements 
was necessary. 

Payables from exchange transactions 

1 1 . Water related balances emanating from the billing of and collecting from consumers should not 
be recognised in the municipality’s financial statements in accordance with the service level 
agreement between the municipality and the district municipality. Included in payables are 
amounts of R72 91 2 530 (201 1 : R56 1 1 9 1 36) and R20 1 56 1 1 8 (201 1 : R9 259 800), 
respectively, which is the obligation of the district municipality and not that of municipality. 
Payables from exchange transactions in note 13 to the financial statements are overstated by 
R93 068 648 (201 1 : R65 789 936), expenditure is overstated by R29 784 294 and 
accumulated surplus is understated by R665 736. 

VAT payable 

12. The district municipality is the water service authority and should claim / declare value-added 
tax (VAT) on transactions from water services. Included in the value-added tax (VAT) payable 
balance of R5 91 4 871 (2011: R1 838 1 72) is a net balance of R1 360 51 7 (201 1 : R5 328 025) 
relating to water related transactions. Consequently, VAT payable in note 14 to the financial 
statements is overstated by a net amount of R1 360 517 (201 1 : R5 328 025) and payables 
from exchange transactions in note 13 to the financial statements are overstated by 

R1 360 517 (2011: R5 328 025). 

Revenue 

1 3. My audit report for the prior year was modified due to a lack of sufficient appropriate audit 
evidence regarding the accuracy and completeness of property rates amounting to R16 834 
057. This matter was not resolved in the year under review. I was unable to determine whether 
adjustments to the results on the comparative balance for accumulated surplus might have 
been necessary. 

14. Pre-paid electricity should be recognised when the service was consumed in accordance with 
Standard of Generally Recognised Accounting Practice, GRAP 9, Revenue from exchange 
transactions. The municipality recognised pre-paid electricity on the cash basis due to lack of a 
revenue monitoring system. Consequently, I was unable to obtain sufficient appropriate audit 
evidence to satisfy myself as to the occurrence of pre-paid electricity of R18 401 775 

(201 1 :R1 5 1 24 269) included in note 24 to the financial statements. 
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15. The municipality incorrectly recognised finance leases at inception in accordance with the 
recognition and measurement requirements of the Standard of Generally Recognised 
Accounting Practice, GRAP 13, Leases. The municipality terminated finance lease 
agreements during the year under review and recognised R25 395 566 as other income, 
resulting in an overstatement of other income and an understatement of deferred finance 
charges by R25 395 566 as a direct result of not complying with the recognition and 
measurement requirements mentioned above. 

Capital commitments 

16. No contract management system was in place for the identification and recognition of 
contracts and there were no satisfactory alternative audit procedures that I could perform to 
obtain reasonable assurance that all commitments were properly recorded. Consequently I 
was unable to obtain sufficient appropriate audit evidence to satisfy myself as to the 
completeness of commitments of R47 321 485 (201 1 : R24 581 926), as stated in note 38 to 
the financial statements. 

Unauthorised expenditure 

1 7. Section 1 5 of the MFMA requires a municipality to incur expenditure only in terms of an 
approved budget. The municipality overspent the total amount appropriated in the 
municipality’s approved budget by R124 208 021 . The unauthorised expenditure was not 
disclosed in the notes to the financial statements as required by section 125(2)(d)(i) of the 
MFMA. Unauthorised expenditure of R57 872 128 in note 34 to the financial statements is 
understated by R124 208 021 . 

Leases 

18. The municipality did not disclose the finance charges relating to the leased assets as part of 
the total finance charges as required by Standard of Generally Recognised Accounting 
Practice, GRAP 1 3, Leases. Finance charges amounting to R1 4 900 369 (201 1 : R1 8 049 1 55) 
was not disclosed in note 12 to the financial statements. 

Correction of prior year errors 

19. The municipality did not present and disclose the correction of prior year errors in note 44 to 
the financial statements as required by Standard of Generally Recognised Accounting 
Practice, GRAP 3, Accounting policies , changes in accounting estimates and errors. 
Consequently, I was unable to satisfy myself on the presentation and disclosure of the prior 
year errors. 

Standards of Generally Recognised Accounting Practice reporting framework 

20. The municipality did not comply with the following requirements in terms of the framework: 

• New Standard of Generally Recognised Accounting Practices that have been issued, that 
are not yet effective and that were not applied as required by Standard of Generally 
Recognised Accounting Practice, GRAP 3, Accounting Policies, Changes in Accounting 
Estimates and Errors. This fact and the known or reasonably estimable information 
relevant to assessing the possible impact that application of the new standard will have on 
the entity’s financial statements in the period of initial application, was not disclosed in the 
financial statements. 

• The municipality did not separately disclose work in progress as per the requirements of 
Standard of Generally Recognised Accounting Practice, GRAP 17, Property, Plant and 
Equipment. 

• The municipality’s accounting policies for subsequent measurement to property, plant and 
equipment and for the accounting treatment of the revaluation of property, plant and 
equipment to the revaluation reserve as per Standard of Generally Recognised Accounting 
Practice ,GRAP 17, Property, Plant and Equipment. 

• The municipality did not ensure that all disclosure requirements of International Accounting 
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Standards, IAS 19, Employee Benefits was disclosed. 

• The municipality did not ensure that all disclosure requirements of International Financial 
Reporting Standards, IFRS 7, Financial Instruments: Disclosures, was disclosed. 

• The municipality did not ensure that all disclosure requirements of Standard of Generally 
Recognised Accounting Practice, GRAP 19, Provisions, Contingent Liabilities and 
Contingent Assets were disclosed. 

Disclaimer of opinion 

21 . Because of the significance of the matters described in the Basis for disclaimer of opinion 
paragraphs, I have not been able to obtain sufficient appropriate audit evidence to provide a 
basis for an audit opinion. Accordingly, I do not express an opinion on these financial 
statements. 

Emphasis of matters 

22. 1 draw attention to the matters below. My opinion is not modified in respect of these matters. 

Restatement of corresponding figures 

23. As disclosed in note 44 to the financial statements, the corresponding figures for 30 June 201 1 
have been restated as a result of an error discovered during 2012 in the financial statements 
of the Makhado Municipality at, and for the year ended 30 June 201 1 . 

Material impairment 

24. As disclosed in note 4 to the financial statements, a significant impairment to the amount of 
R79 558 938 was made for service charges due to the municipality’s inadequate collection 
practices. 

Unauthorised expenditure 

25. As disclosed in note 34 to the financial statements, the municipality incurred unauthorised 
expenditure to the amount of R33 169 661 due to utilising conditional grants for purposes 
other than intended for. 

Additional matters 

26. 1 draw attention to the matters below. My opinion is not modified in respect of this matter. 

Unaudited supplementary schedules 

27. The supplementary information set out on pages XX to XX does not form part of the financial 
statements and is presented as additional information. I have not audited these schedules 
and, accordingly, I do not express an opinion thereon. 

REPORT ON OTHER LEGAL AND REGULATORY REQUIREMENTS 

28. In accordance with the PAA and the General Notice issued in terms thereof, I report the 
following findings relevant to performance against predetermined objectives, compliance with 
laws and regulations and internal control, but not for the purpose of expressing an opinion. 

Predetermined objectives 

29. 1 performed procedures to obtain evidence about the usefulness and reliability of the 
information in the annual performance report as set out on pages XX to XX of the annual 
report. 
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30. The reported performance against predetermined objectives was evaluated against the overall 
criteria of usefulness and reliability. The usefulness of information in the annual performance 
report relates to whether it is presented in accordance with the National Treasury’s annual 
reporting principles and whether the reported performance is consistent with the planned 
development priorities. The usefulness of information further relates to whether indicators and 
targets are measurable (i.e. well defined, verifiable, specific, measurable and time bound) and 
relevant as required by the National Treasury Framework for managing programme 
performance information (FMPPI). 

The reliability of the information in respect of the selected development priorities is assessed 
to determine whether it adequately reflects the facts (i.e. whether it is valid, accurate and 
complete). 

31 . The material findings are as follows: 

Usefulness of information 

Presentation 

Measures taken to improve performance not disclosed 

Presentation 

32. Improvement measures in the annual performance report for a total of 78% of the planned 
targets not achieved were not disclosed as required by section 46 of the Local Government: 
Municipal Systems Act, 2000 (Act No. 32 of 2000) (MSA). This was due to the fact that 
management was aware of the requirements of the National Treasury FMPPI but did not 
receive the necessary training to enable application of the principles. 

Consistency 

Reported objectives, indicators and targets not consistent with planned objectives, 

indicators and targets 

33. The MSA, section 41 (c) requires that the integrated development plan should form the basis for 
the annual report, therefore requiring the consistency of objectives, indicators and targets 
between planning and reporting documents. A total of 22% of the reported objectives, a total of 
32% of the indicators and a total of 61% of the targets are not consistent with the objectives, 
indicators, and targets, respectively, as per the approved integrated development plan. This is 
due to the lack limited review and monitoring of the completeness of reporting documents by 
management and internal audit. 

Measurability 

Performance targets not specific 

34. The National Treasury FMPPI requires that performance targets be specific in clearly 
identifying the nature and required level of performance. A total of 31% of the targets relevant 
to basic services and infrastructure development, were not specific in clearly identifying the 
nature and the required level of performance. This was due to the fact that management was 
aware of the requirements of the National Treasury FMPPI but did not receive the necessary 
training to enable application of the principles. 

Performance targets not measurable 

35. The National Treasury FMPPI requires that performance targets be measurable. The required 
performance could not be measured for a total of 32% of the targets relevant to basic services 
and infrastructure development. This was due to the fact that management was aware of the 
requirements of the National Treasury FMPPI but did not receive the necessary training to 
enable application of the principles. 

Performance indicators not well defined 

36. The National Treasury FMPPI requires that indicators should have clear unambiguous data 
definitions so that data is collected consistently and is easy to understand and use. A total of 
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21% of the indicators relevant to basic services and infrastructure development were not well 
defined in that clear, unambiguous data definitions were not available to allow for data to be 
collected consistently. This was due to the fact that management was aware of the 
requirements of the National Treasury FMPPI but did not receive the necessary training to 
enable application of the principles. 

Relevance 

Performance indicators not relevant 

37. The National Treasury FMPPI requires that the indicator should relate logically and directly to 
an aspect of the institution's mandate, the realisation of strategic goals and objectives. A total 
of 23% of indicators did not relate logically and directly to an aspect of the institution’s mandate 
and realisation of strategic goals and objectives as per the five-year integrated development 
plan. This was due to the lack of development and implementation of proper performance 
planning and management practices to provide for the development of performance indicators 
and targets included in the integrated development plan. 


Reliability of information 
Completeness 

Reported targets not supported by sufficient appropriate evidence (validity, accuracy and 
completeness) 

38. 1 was unable to obtain sufficient, appropriate audit evidence to satisfy myself as to the validity, 
accuracy and completeness of the actual performance reported in the annual performance 
report. This was due to a lack of a document management system. 


Compliance with laws and regulations 

39. 1 performed procedures to obtain evidence that the entity has complied with applicable laws 
and regulations regarding financial matters, financial management and other related matters. 
My findings on material non-compliance with specific matters in key applicable laws and 
regulations as set out in the General Notice issued in terms of the PAA are as follows: 

Budgets 

40. The accounting officer did not access the first half of the financial year performance of the 
municipality, as required by section 72(1 )(a)(ii) of the MFMA. 

Annual financial statements, performance and annual report 

41 . The financial statements submitted for auditing were not prepared in all material respects in 
accordance with the requirements of section 122 of the MFMA. Material misstatements 
identified by the auditors were not adequately corrected and the supporting records could not 
be provided subsequently, which resulted in the financial statements receiving a disclaimer 
audit opinion. 

Procurement and contract management 

42. Goods and services with a transaction value of below R200 000 were procured without 
obtaining the required price quotations, as required by SCM regulation 17(a) and (c). 

43. Awards were made to providers who are persons in service of other state institutions or whose 
directors or principal shareholders are persons in service of other state institutions, in 
contravention of SCM regulation 44. Similar awards were identified in the prior year and no 
effective steps were taken to prevent or combat the abuse of the SCM process in accordance 
with SCM regulation 38(1). 
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44. Quotations were awarded to bidders who did not submit a declaration on whether they are 
employed by the state or connected to any person employed by the state, as required by SCM 
regulation 13 (c). 

Expenditure management 

45. The accounting officer did not take reasonable steps to prevent unauthorised expenditure as 
required by section 62(1 )(d) of the MFMA. 

Asset management 

46. An effective system of internal control for assets (including an asset register) was not in place, 
as required by section 63(2)(c) of the MFMA. 


Internal control 

47. 1 considered internal control relevant to my audit of the financial statements, performance 
report and compliance with laws and regulations. The matters reported below under the 
fundamentals of internal control are limited to the significant deficiencies that resulted in the 
basis for disclaimer opinion, the findings on the performance report and the findings on 
compliance with laws and regulations included in this report. 

Leadership 

• Management did not have monitoring controls to ensure the proper implementation of the 
overall performance management system process of planning, budgeting, implementation and 
reporting. I was unable to audit the reliability of the reported targets as appropriate audit 
evidence could not be provided for audit purposes. 

• Management did not have sufficient monitoring controls to ensure the proper implementation of 
the action plan and reports from internal audit. 

• The municipality did not properly plan and provide training on performance information 
planning, management and reporting. 

• The senior management vacancy rate increased from zero percent in the previous year to 33% 
in the current year. 

• The municipality did not have key controls to address the systems of collection, collation, 
verification and storage of performance information. 

• Policies and procedures have been established for performance information but these were not 
communicated adequately to staff members. 

Financial and performance management 

• The municipality did not have a proper system of record management that provides for the 
maintenance of information that supports the financial statements and reported performance 
information contained in the performance report. 

• The municipality did not implement adequately daily and monthly controls as designated for the 
municipality’s business processes. 

• The financial statements contained numerous misstatements that were corrected. This was 
mainly due to staff members not fully understanding the requirements of the financial reporting 
framework. 

• The performance report was not supported and evidenced by reliable information. This was 
mainly due to staff members not fully understanding the performance information requirements. 
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• Non-compliance with laws and regulations on the financial statements and performance 
information could have been prevented had compliance been properly reviewed and 
monitored. 

Governance 

• The accounting officer and audit committee do not exercise adequate control in finding a 
solution that would ensure that the recommendations of internal audit are addressed and 
implemented timely. 

• The municipal council, the accounting officer and audit committee do not exercise adequate 
control in finding a solution that would ensure that the recommendations of audit committee are 
implemented timely. 

OTHER REPORTS 

Investigation 

48. An investigation was conducted by the Auditor-General on request of the municipality. The 
investigation was initiated based on discrepancies relating to money received and deposited by 
a testing station and also probe allegations relating to missing deposit books. The municipality 
is still in the process of assessing what steps need to be taken. 


Polokwane 
30 November 2012 



AUDITOR-GENERAL 


SOUTH AFRICA 


Auditing to build public confidence 
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